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GOLDBERG, Special Trial Judge: This case was heard pursuant

to the provisions of section 7463 of the Internal Revenue Code in
effect at the tinme the petition was filed. The decision to be
entered is not reviewable by any other court, and this opinion
shoul d not be cited as authority. Unless otherw se indicated,
subsequent section references are to the Internal Revenue Code as
anmended and in effect for the year at issue.

Respondent determ ned a deficiency in petitioners’ Federal

income tax in the amount of $5,526 for the 1995 tax year.
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The sole issue for decision is whether settlenment proceeds
of $30,599 received by petitioners during 1995 constitute danmages
excl udabl e fromgross i ncome under section 104(a)(2).

Adjustnents to wages subject to FICA and Medicare, and item zed
deductions for attorney’s fees and costs are conputational and
W ll be resolved by the Court’s holding on the disputed issue in
this case.

The stipulation of facts and the attached exhibits are
i ncorporated herein by this reference. At the tinme of filing the
petition, petitioners resided in Kent, Washington. References to
petitioner in the singular are to Shelley F. Fawcett.

Petitioners were married in early 1990. After graduating
fromcollege in June 1990, petitioner was hired by PaylLess Drug
Stores, Norwest, Inc. (PayLess) as a supervisor trainee.
Petitioner was initially placed in a PayLess store in Rednond,
Oregon, even though M. Fawcett at that tinme was in the mlitary
and stationed in Washington. Petitioner directly reported to an
assi stant store manager and/or a store nmanager.

Approximately 4 nonths later, petitioner was transferred to
a PaylLess store |ocated in Bellevue, Washington, only to be
subsequently transferred in 6 nonths to Twi n Lakes, Wshi ngton.
Petitioner worked at the Twin Lakes store for approximately 9
nmonths. Petitioner was transferred on 2 nore occasions to

different stores in Washington. Wthin a 3-year period,
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petitioner worked in approximately 5 different PaylLess store
| ocations in Oregon and Washi ngt on.

Wil e enpl oyed with PaylLess, petitioner was asked to work
| ong hours, due to understaffing of enployees at a given store,
and in different departnents within a given store. As a result,
petitioner felt “rushed * * * and pushed in every direction.”
Petitioner continued to work in this chaotic environnent because
she desired a pronotion. However, petitioner never received a
pronotion from PayLess.

During this tinme, petitioner conplained of chest pains, |ack
of sleep due to her work schedul e,! and ni ght mares about her work
envi ronnment, and experienced anxiety in both her professional
life and personal life.?

In Cctober 1993, while petitioner was still enployed by
PaylLess, she received a notice (class action notice) from B.

Newal Squyers, Esqg. and Debra K Ellers, Esq. of Holland & Hart,
Attorneys for Plaintiffs, notifying her of an “Unpaid Overtine
Conpensation Law Suit filed agai nst PayLess”. This class action

| awsuit was described as fol |l ows:

! At times, petitioner was scheduled to close the store at
9:30 p.m and then open the store the next norning at 5 a. m

2 The strain of petitioner’s working conditions took a toll on
her new marriage. For instance, at one particular store, M.
Fawcett nmade attenpts to visit petitioner at work during her
break and was strictly forbidden to do so.
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On March 16, 1993, Laurie Sievers, Roy Menges, Twla

Kelly and Allen Burgess brought this suit agai nst

PayLess in the United States District Court for the

District of |Idaho, Case No. CV 93-0089-S HLR, alleging

that they were enployed by PaylLess as sal aried

enpl oyees with titles such as “fl oor manager,” “fl oor

supervi sor,” “senior supervisor,” “supervisor,”

“supervisor 2" and were required to perform cl erking,

stocking or other tasks in excess of forty hours per

week wi thout being conpensated overtine work.

Plaintiffs bring this action and all ege that PaylLess

violated the Fair Labor Standards Act of 1938 U.S.C. 88

201-208. Plaintiffs seek conpensation for unpaid

overtinme, |iquidated damages, attorney fees and costs.

The class of plaintiffs in the class action consisted of 267
enpl oyees of PaylLess, including petitioner, who joined on Cctober
27, 1993. On April 14, 1994, petitioner privately nmet with
plaintiffs’ attorney, Kurt Holzer (M. Holzer) in Tacoma
Washi ngton, to inform M. Hol zer of her personal injuries, in
addition to those alleged in the class action |lawsuit conpl aint.
Petitioner was infornmed at this neeting that the class action
case was under nediation and a jury trial was not |ikely.
Petitioner was also infornmed that approximately 30 class nenbers
wer e deposed and al l egedly suffered a nunber of injuries during
their enpl oynment with PayLess, including enotional distress and
physical injuries, and that her alleged injuries were experienced
by other class nmenbers. Petitioner did not submt any nedical
bills to M. Hol zer or provide the same to the Court.

The cl ass action conplaint requested relief for unpaid

overtinme conpensation and |iqui dated damages in an anount equa
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to the unpaid overtine conpensati on under section 16(b) of the
Fai r Labor Standards Act of 1938 (FLSA), ch. 676, 52 Stat. 1069,
currently codified at 29 U.S.C. section 216 (1994), and
attorney’s fees and costs. The conpl aint was never anmended
during any time relevant to the class action | awsuit.

On January 25, 1995, an Order approving the settlenment of
the class action |awsuit was signed by Larry M Boyle, United
States Magi strate Judge. The Settl enent Agreenent and Rel ease
(Settlenment Agreenent) states:

3. Rel ease of Payless by the Plaintiffs

I n exchange for the paynent of the anobunt set forth in
par agraph 7 below, and in consideration of the nutual
prom ses and covenants contained in this Settl enment
Agreenent, the Naned Plaintiffs on behalf of thensel ves
and the Individual Plaintiffs, upon the signing by each
I ndi vidual Plaintiff of the rel ease required by

par agraph 9(b) of this docunent, hereby rel ease and

di scharge PaylLess, Thrifty Payless, Inc., their

parents, agents and assigns fromall actions, clains,

or demands for damages, liabilities, costs, or

expenses, which the Plaintiffs, individually or

col l ectively, have agai nst PaylLess on account of, or in
any way arising out the clains that were asserted or
that could have been asserted in the Lawsuit by the
Plaintiffs, which Lawsuit is hereby acknow edged as not
fully plead, further including, but not limted to,
clainms for personal injuries, intentional infliction of
enotional distress, negligent infliction of enotional
distress, and fromall known clains, whether based on
tort, statute or contract, which are based in whole or
in part, or arise out of, or in any way relate to: (1)
the Lawsuit; and (2) anything done or allegedly done by
PayLess arising out of, or in conjunction with or
relating to, the enploynent of any and/or all
Plaintiffs prior to Novenber 1, 1992 by PaylLess.

* * * * * * *
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8. Liability Denied and Basis for Settlenent

PayLess denies any liability on its part and enters
into this agreenment solely to avoid litigation and to
buy its peace. Al Settlenent Proceeds are paid to
Plaintiffs on account of personal injuries. * * * None
of the provisions of this Settlenent Agreenent and

not hing contained in this Settlenent Agreenent shall be
construed as an adm ssion of any liability what soever
by any party hereto to any other party hereto.

[ Enphasi s added. ]

A total of $5 million was paid by PayLess to the class in
consideration of the Settlenent Agreenent. Specifically,
petitioner received $20,033.58 from Holland & Hart as her *“Net
Cash Recovery” fromthe settlenent. Petitioner’s portion of
attorney’s fees and costs, approximately $10, 565, was retained by
Hol l and & Hart.

Petitioners tinely filed their joint Federal incone tax
return for the taxable year 1995. They did not report any
portion of the settlenent proceeds on their return, nor did they
cl aima correspondi ng deduction for attorney’'s fees or costs.

In the notice of deficiency, respondent determ ned that
petitioners failed to include in gross inconme the settlenent
proceeds of $30,599, of which $9,895 is wages subject to
enpl oynment tax, and that petitioner is allowed a Schedule A
deduction for attorney’s fees, which was not clained on the
original return

Petitioners contend that the settl enment proceeds were paid
to petitioner to settle clains for personal injury and

intentional infliction of enptional distress; therefore, the
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settlement award of $30,599 is excludable fromincome under
section 104(a)(2).
Section 61 broadly defines gross incone to include al
i ncone from what ever source derived, except as otherw se
provided. Statutory exclusions fromincone are narrowy

construed. Conm ssioner v. Schleier, 515 U S. 323, 328 (1995).

Section 104(a)(2) provides that gross incone does not
i nclude “the anmount of any damages received (whether by suit or
by agreenent * * * ) on account of personal injuries or
si ckness”. Section 1.104-1(c), Inconme Tax Regs., provides that
the term “damages received” “nmeans an anount received (other than
wor kmen’ s conpensation) through prosecution of a legal suit or
action based upon tort or tort type rights, or through a
settlenment agreenent entered into in lieu of prosecution.”
Petitioner’s settlenment proceeds nay be excluded from gross
incone only if she shows: (1) The underlying cause of action
giving rise to the recovery is based upon tort or tort type
rights and (2) the damages were recei ved on account of personal

injuries or sickness. Conmm ssioner v. Schleier, supra at 337.

The first part of the test “exam nes the |egal basis of the
claimfor tort-like characteristics, focusing on the scope of

remedi es avail abl e under the statutory schene.” Dotson v. United

States, 87 F.3d 682, 685 (5th Gr. 1996); see also Brennan v.

Comm ssioner, T.C Meno. 1997-317. The second requirenment “tests
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whet her the damages recei ved were due to a personal injury rather

than nere econonmc |loss.” Dotson v. United States, supra at 685;

see also OGlvie v. United States, 519 U. S. 79, 83-84 (1996).

“Personal injury” includes physical injuries and nonphysi cal
injuries “such as those affecting enotions, reputation, or

character.” United States v. Burke, 504 U S. 229, 235 n.6

(1992).

Whet her damages received pursuant to a settlenent agreenent
are excludabl e under section 104(a)(2) depends on the nature of
the underlying claimthat was the basis for settlenent. 1d. at
237. Determnation of the nature of the claimis factual

Bagl ey v. Conm ssioner, 105 T.C 396 (1995), affd. 121 F.3d 393

(8th Gr. 1997). W first examne the witten ternms of the
settlenment agreenent to determne the allocation of settlenent

proceeds. See Jacobs v. Commi ssioner, T.C Meno. 2000-59. “The

nost inportant fact in determning the purpose of [a settlenent]
paynment is ‘express |anguage in the agreenent stating that the
paynment was (or was not) nmade on account of personal injury.’”

Byrne v. Comm ssioner, 90 T.C. 1000, 1007 (1988) (quoting Metzger

v. Conm ssioner, 88 T.C. 834, 847 (1987), affd. w thout published

opinion 845 F.2d 1013 (3d Cr. 1988)), revd. 883 F.2d 211 (3d

Cir. 1989); see also Beckey v. Conm ssioner, T.C Meno. 1994-514.

However, an express allocation may be disregarded if the facts

and circunstances surroundi ng the paynent indicate the paynent
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was intended by the parties to be for a different purpose. See

Bagl ey v. Commi ssioner, supra at 406; Robi nson v. Conmni ssioner,

102 T.C. 116, 127 (1994), affd. in part, revd. in part, and
remanded on ot her grounds 70 F.3d 34 (5th Cr. 1995).
Petitioners rely on section 8 of the Settlement Agreenent
that “All Settlenment Proceeds are paid to Plaintiffs on account
of personal injuries.” However, the record clearly shows that
the conplaint in the class action was exclusively for the
recovery of “overtine conpensation, |iquidated damages,
attorney’s fees and costs” under the FLSA. |In Jacobs v.

Conmi ssioner, supra, this Court held that recoveries for clains

based on the FLSA are not excludable from gross i ncone because
FLSA does not provide for personal injury conpensation. The FLSA

was enacted to establish m ni rumwages and maxi mrum hours for

enpl oyees. See Brooklyn Sav. Bank v. O Neil, 324 U S. 697, 707
(1945). The only relief avail able under the FLSA for excessive
hours worked is the paynent of back wages and paynent of

i qui dated damages. See FLSA 29 U.S. C. sec. 216(b) (1994).

Li qui dated damages are intended to conpensate the enpl oyee for
damages “too obscure or difficult to estimte caused by the del ay

of late paynent.” Jacobs v. Conm ssioner, supra; see also

Overni ght Mdtor Transp. Co. v. Mssel, 316 U S. 572, 583-584

(1942). Al so, we note petitioner’s own testinony during trial
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that the danages awarded were actually based on | ength of
enpl oynment and nunber of hours worked by petitioner.

Damages for petitioner’s personal injuries, however real and
di stressful for petitioners, were not claimed in the class action
| awsuit agai nst PaylLess, nor was the Settlenent Agreenent
intended to provide relief for such injuries. The class action
notice informed petitioners that they were not required to join
the class action. The notice clearly stated that “if you choose
not tojoin this suit, you are free to file your own lawsuit with
an attorney of your choosing.”

In order for petitioners to prevail under section 104(a)(2),
bot h conponents of the test, as stated above, nust be satisfied.
Petitioners failed to show that the settlenent award was paid as
conpensation for personal injury or sickness. Therefore, the
entire settlenent award is includable in gross incone, and
petitioners are entitled to a correspondi ng deduction for
attorney’ s fees and costs under section 67(a), subject to
[imtations.

We have considered all argunents by the parties, and, to the
extent not discussed above, conclude that they are irrel evant or

Wi thout nerit.
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Revi ewed and adopted as the report of the Small Tax Case
Di vi si on.

Deci sion will be entered

for respondent.




